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OPINION

WILSON, Judge.

This gift and income tax refund case came before the court for trid of two related
issues. the fair market vaue of a minority nonvoting interest in Schwan's Sde Enterprises,
Inc. (“SSE”) as of December 31, 1992 and as of December 31, 1994. Upon consideration
of the expert testimony and other evidence presented &t trid, the Court holds that the fair
market value of the SSE stock at issue on December 31, 1992 was $24.36 per share, and on
December 31, 1994, was $19.77 per share.

BACKGROUND

Unless otherwise noted, the following facts are contained in the parties’ Joint
Stipulation of Facts. Schwan's Sdles Enterprises, Inc. (SSE) was founded in 1948 as amilk
processing operation in Marshdl, Minnesota. From 1948 to 1952, SSE expanded its
enterprise from amilk bottling facility to a café and ice cream manufacturer. 1n 1952,
Marvin Schwan created and marketed high qudity “Schwan's’ ice cream directly to farm
familiesin the Marshdl, Minnesotaarea! This new strategy marked the beginning of the
“Retall Route Home Ddlivery System,” which provides rurd and metropolitan families with
avaried sdlection of frozen foods. The route system formed the basis of SSE’s growth and
expansion during the decades that followed.

In 1965, SSE introduced a“Wholesde Route System,” which supplies retail food
stores, restaurants and recreationa establishments with avariety of prepackaged food
products under numerous brand names, including Tony’s Pizza, Red Barron Pizza, Better
Baked Foods, and Tino's. Currently, SSE isawholesder and retailer of avariety of food
products, approximately two-thirds of which are produced by the company and the
remaining third purchased by the company and re-sold. (Def.’s Ex. 1003, at 11.) SSE's
operaionsinclude internationd, as well as domestic sdes, which totaed goproximately
$1.95 billion in 1992 (J. Ex. 508, at 38.) and $2.3 billion in 1994. (J. Ex. 77, a& 2045.)
SSE’sworkforce is comprised of approximately 16,500 employees. As of 1992, SSE’stop
management team consisted of President Marvin Schwan, a Tax Accountant, Director of

L A company brochure describes the birth of the retail route home delivery system with this
anecdote: “1n 1952, ... Marvin Schwan discovered that ice cream was selling at a higher price north of
Marshall. Identifying an opportunity to sell at a profit, he loaded a truck with ice cream, drove north, and
sold the entire supply by sundown.” (Def.’s Ex. 1003, at 2.)
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Marketing, General Counsdl, Controller, National Sales Manager, and Manufacturing
Manager. (J. Ex. 508, at 24.)

SSE isaprivately held company, capitalized with two classes of stock, voting and
nonvoting. The stock isnot listed on any stock exchange and is not publicly traded. Under
the terms of its by-laws, the company has the right-of-first refusal on al sdesor transfers
of common stocks held by certain stockholders, based on afair market value transfer price.

In December 1992, SSE nonvoting stock had a 100 to 1 split, increasing the number
of nonvoting shares from 385,550 to 38,550,000. In addition, Marvin Schwan, SSE’'s CEO,
purchased 3,755 newly-issued voting shares. As of the December 31, 1992 valuation date,
atotal of 50,000 shares of voting common stock, and 500,000,000 shares of nonvoting
stock were authorized, and 7,610 shares of voting and 38,555,000 nonvoting shares were
issued and outstanding. (J. Ex. 508, a 25.) SSE’s capitd Structure was “ skewed;” voting
stock consisted of 0.02 percent of SSE’s equity capital, while the remaining 99.98 percent
was comprised of nonvoting shares. (Def.’s Ex. 1003, at 13.)

On May 9, 1993, Marvin Schwan, the company’ s founder and top executive officer,
died unexpectedly at the age of sixty-four. Prior to his death and to the December 1992
vauation date, Marvin Schwan contributed 2,485 of his recently-purchased voting shares to
the pre-existing Marvin M. Schwan Revocable Trust. He dso gifted 1,270 of these voting
shares to a newly-created Great, Great Grandchildren’s Trust (3G Trugt”). At the time of
Marvin Schwan's death, 5,076 voting shares and 25,910,100 non-voting shares were held in
the Marvin M. Schwan Revocable Trust. In accordance with Marvin Schwan's estate plan, a
charitable foundation known as the King's Foundation received the shares owned by this
revocable trust, which comprised two-thirds of outstanding SSE stock. The Foundation
then sold these shares back to SSE pursuant to a February 4, 1993 Amended Redemption
Agreement.

1992 Gift Tax

Marvin Schwan'’s four children and three of their spouses, Lorrie Schwan-Okerlund
(Lorrie) and her husband Jeffrey Okerlund (Jeffrey), David J. Schwan (David) and hiswife
Diane (Diane), Paul M. Schwan (Paul) and his wife Christine H.M. Weigel-Schwan
(Chrigtine), and Mark D. Schwan (Mark) established separate trusts on December 31, 1992
for the primary benefit of their respective children. Plaintiffs Lorrie, David and Paul eech
transferred as gifts 50,000 shares of nonvoting stock to their respective trusts, splitting
their gifts with their spouses pursuant to § 2513.2 Mark, decting not to split his gift,

2 All sections refer to the Internal Revenue Code of 1986, as amended, codified at 26 U.S.C.,
unless otherwise noted.

-3



trandferred only 25,000 shares of SSE which were previoudy distributed to the Schwan
children by Marvin Schwan's previoudy established trugts. Plaintiffs obtained a valuation
of the SSE stock from Business Vduation Consultants (Gray) in June 1993. Based on
Gray's per share vadue of $24.03, each plaintiff filed a gift tax return which reported a gift
of $600,750, a unified credit of $192,800, a Generation-Skipping Tax (GST) exemption of
$600,750, and atax of $277.

In 1996, Willamette Management Associates (Willamette) provided plaintiffswith a
lower value for SSE minority sharesin connection with federa digtrict court litigation
involving a dispute between the Schwan children and SSE over the redemption of stock after
Marvin Schwan's death in 1993. The matter was ultimately settled, and the non-voting
stock sold back to SSE at avaue of $26.00 per sharein 1997. The Willamette appraisal
reported a vaue of $17.40 per share for the valuation date of December 31, 1992. Asa
result of this reduced agppraisa from $24.03 to $17.40 per share, in July 1996, the
plantiffs filed for a Claim for Refund and Request for Abatement with the IRS, seeking
restoration of their respective unified credits in the amount of $59,100, a restoration of
their respective GST exemptionsin the amount of $165,760 each, and a gift tax refund of
$277.

1994 Gift Tax

In January 1994, Lorrie, Mark, David and Paul each transferred $650,000 in cash to
the Marvin M. Schwan 1992 Grandchildren’s Irrevocable Trust. Accordingly, in April 1995,
eech plaintiff filed with the IRS a gift tax return reporting the $650,000 cash transfers.
Lorrie, David and Paul consented to split their gifts with their spouses pursuant to 8 2513.
Asaresult, Lorrie, Jeffrey, David, Diane, Paul and Christine each reported GST exemptions
in the amount of $325,000 for their 1994 gifts and $600,750 for their prior 1992 gifts.
Each of their taxable gifts for 1994 and prior periods totaled $925,750.

In December 1994, L orrie dso transferred 1,000 shares of nonvoting SSE stock to
two separate trusts established for her children. Lorrie and Jeffrey reported the value of
the 2,000 shares of nonvoting capita stock as $12.51 per share and atax liability of
$123,765. In October 1995, Lorrie and Jeffrey each submitted another gift tax return
which added the $12,510 gift, representing the 1,000 share transfer in 1994, for a total
taxable gift of $938,260.

In July 1996, plaintiffs filed clams for refund with respect to their 1994 gift tax
returns, based on the adjustments reported in their 1992 claims for refund. Specificaly,
the 1994 refund claims dated that the 1992 transfers of SSE nonvoting stock were
overvalued by $165,750 per transfer, based on the 1992 Willamette appraisal of $17.40 per
share, resulting in areduction from $925,750 to $760,000 in the totd individua taxable
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giftsfor 1992. The 1994 clams for refund reflected arevised gift tax ligbility of $59,400.
Accordingly, each plaintiff’s claim sought a gift tax refund of $64,365.

1994 Income Tax

In December 1994, Lorrie donated 27,000 shares of SSE nonvoting stock to Salt of
the Earth Foundation, a 8 501(c)(3) nonprofit organization. Lorrie and Jeffrey’s 1994
income tax return, filed in November 1995, included a copy of an appraisa by Business
Vauation Consultants (1995 Gray Report), reflecting a vaue of $20.85 per share of
donated SSE minority stock as of December 31, 1994. At thetimethey filed their 1994
income tax returns, Lorrie and Jeffrey formally repudiated and rejected the vdue asan
overstatement. Instead, Lorrie and Jeffrey reported a $337,770 (i.e., $12.51 per share)
itemized charitable gift to the Sdt of the Earth Foundation. Subsequently, in September
1998, Lorrie and Jeffrey filed an amended 1994 joint income tax return, increasing their
charitable deduction from $337,770 to $533,912, based on a July 28, 1998 Willamette
appraisal which valued the nonvoting stock at $19.77 per share as of December 31, 1994.
The amended return reported a decreased tax liability of $77,672 and requested a refund of
that amount.

On October 8, 1998, the IRS processed the amended income tax return and marked
the return as* Accepted as Filed by Classification.” Accordingly, on November 9, 1998,
the IRS posted an abatement of $77,672 plus a credit of $19,977.21 in interest, and
notified Lorrie and Jeffrey that the refund was being processed. The IRS subsequently
cancdled therefund. Plaintiffs Lorrie and Jeffrey dlege that they were not aware of the
abatement and cancelled refund until they conducted pre-trid discovery inthis case.

In 1999, subsequent to the filing of this action, the IRS, based on an gppraisa
prepared by Financid Research, Inc. (FRI), assessed deficiencies againgt each plaintiff.
FRI vaued SSE’ s nonvoting stock at $29.57 per share as of December 31, 1992. Asa
result, the IRS assessed a gift tax deficiency of $51,246 for 1992 and $4,055 for 1994
againg each plaintiff. In addition, the IRS assessed each plaintiff an additiona $37,335.62
in interest for 1992 and $1,955.64 in interest for 1994.

ANALYSIS

The task of determining the fair market value of SSE's minority stock requires
consderation of well-established statutory and regulatory criteria Treasury Regulation
§ 25.2112-1 defines the fair market value of transferred property as the price a which the
property would change hands by a hypothetica willing buyer and willing sdler, neither
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being under duressto buy or to sdll, aswell as both having reasonable knowledge of the
relevant facts. United Statesv. Cartwright, 411 U.S. 546, 551 (1973). The hypothetical
willing buyer and hypotheticd willing sdler are presumed to be seeking to maximize their

profit from the transaction. Estate of Davisv. Comm’'r, 110 T.C. 530, 535 (1998) (citing
Estate of Curry v. United Sates, 706 F.2d 1424, 1428 (7th Cir. 1983)). A gift of property
isvalued as of the date of transfer. 26 U.S.C. § 2512(a). The value of the gift is

determined by the vaue of the property passing from the donor, not the property received

by the donee. Treas. Reg. § 25.2511-2(a).

Where thereis no public market for the property to be valued and no arm’ s length
transaction on which to base a vauation, as with the closaly-held stock at issue in this case,
the fair market vaue of the stock is determined by taking the company’ s net worth, earning
potentia, capacity to pay dividends and other relevant factorsinto condgderation. Estate of
Klaussv. Comm'r, 79 T.C.M. (CCH) 2177 (2000); Treas. Reg. § 25.2512-2(f). Revenue
Ruling 59-60, which is “widely accepted as setting forth the gppropriate criteria to consder
in determining fair market value” Estate of Newhouse v. Comm'r, 94 T.C. 193, 217
(1990), identifies eight of these relevant factors. () the nature of the business and the
history of the enterprise from its inception; (b) the economic outlook in genera and the
condition and outlook of the specific industry in particular; (c) the book value of the stock
and the financid condition of the business; (d) the earning capacity of the company; (€) the
dividend-paying capecity; (f) whether or not the enterprise has goodwill or other intangible
vaue; (g) saes of the stock and the size of the block of stock to be valued; and (h) the
market price of fredly traded stocks of corporations engaged in the same or asmilar line
of busness. In addition, when vauing minority interest sock of a dosdy-held
corporation, the application of certain discounts may be warranted to reflect the stock’s
lack of marketability and/or lack of voting rights. Central Trust Co. v. United Sates, 158
Ct. Cl. 504, 524 (1962) (consideration of a discount when a stock lacks marketability isa
recognized gppraisal technique for usein arriving at afair market vaue for unregistered
stock); see also Estate of Marmadukev. Comm’'r, 78 T.C.M. (CCH) 590 (1999).

In vauation cases, the Court relies heavily on expert testimony about the fair market
vaue of closdy-hed stock. Central Trust Co. v. United Sates, 148 Ct. Cl. 504, 514
(1962). However, the Court is not bound by an expert’ s opinion. Wall v. Comm'r, 81
T.C.M. (CCH) 1425 (2001). The Court weighs the credibility of an expert’stestimony in
light of hisor her qudifications and the evidence before the Court. The Court may ether
accept the expert opinion in its entirety, accept portions of the expert’ s opinion, or regject
the opinion dtogether and reach a determination on its own after examining the evidence in
the record. Helvering v. Nat’'| Grocery Co., 304 U.S. 282, 295 (1938); Lukens v.
Comm'r, 945 F.2d 92, 96 (5™ Cir. 1991), aff'g 58 T.C.M. (CCH) 1470 (1990).



Vauations, moreover, represent gpproximations. “The vauation processisan
‘inexact science’ requiring reasonable practica, and rationa approximation based upon dl
information before the court.” Kraft, Inc. v. United Sates, 30 Fed. Cl. 739, 765 (1994)
(interndl citations omitted); See also Anderson v. CIR, 250 F.2d 242, 249 (5" Cir. 1957),
cert. denied, 356 U.S. 950 (1958) (determination of value need not be based on specific
expert testimony, provided the determined vaue is within the range of figures that may be
deduced from the evidence).

Expert Qualifications

Paintiffs chalenged a trid both the qudifications of Dr. Spiro as an expert on
vauation, and the admissibility of defendant’s expert report, labeled the American
Vduation Group Report (“*AVG Report”). Fed. R. Evid. 702 providesthat “if scientific,
technical, or other specidized knowledge will assst thetrier of fact to understand the
evidence or to determine afact in issue, awitness qualified as an expert by knowledge,
skill, experience, training, or education, may testify thereto in the form of an opinion or
otherwise.”

The Supreme Court in Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 U.S.
579, 592 (1993), characterized the Court’s function as that of a“ gatekeeper” in
determining whether an expert’ s tesimony congtitutes “ scientific knowledge” that will
assg thetrier of fact to understand or determine afact inissue. A judge performsthis
function by ensuring that an expert’stestimony isrelevant and religble. 1d. at 597. The
Supreme Court in Kuhmo Tire Co., Ltd. v. Carmichael, 526 U.S. 137 (1999), extended the
principlesof Daubert gpplicable to scientific expertsto al experts possessing “technical”
and other “specidized” knowledge.  In determining the admissibility of nonscientific
expert testimony, the Court may consder the following Daubert factors:

1) whether atheory or technique can be or has been tested; (2) whether it has been
subjected to peer review and publication; (3) whether atechnique has a high rate of
error and whether there are standards controlling the technique’ s operation; and (4)
whether the theory or technique enjoys a genera acceptance within the scientific
community.
Kuhmo Tire at 149-150, (citing Daubert, 509 U.S. at 592-94). In assessing an expert
witness s reliahility, the court must determine whether the expert “employsin the
courtroom the same leve of intellectud rigor that characterizes the practice of an expert in
therdevant fidd.” Id. at 152. The use of data and methodology smilar to those used by
other expertsis suggestive of rdiability and rdlevance. Id.

Defendant’ s voir dire examination reveded that Dr. Spiro holds a doctorate in
business economics and finance from the University of Cdiforniaat Los Angeles. For
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over ten years, he served as atenured professor at Cdifornia State University, where he
taught courses in finance and business policy. Since 1985, Dr. Spiro has managed
American Vduation Group, a consulting firm specidizing in economic anayses and
financid vauations. (Def.’s Ex. 1003, at 114.) Inthat capacity he directs 95 percent of al
vauation assgnments. (August 14-15, 2001 Trid Transcript (Tr.) at 219.) Dr. Spiro has
testified as an expert gpproximately fifty timesin various sate and federd courts. In
addition, in 2001, the Cdifornia Superior Court gppointed Dr. Spiro to serve asan
arbitrator in a business va uation case with authority to issue a binding arbitration decision.
(Tr. at 217-262.)

In addition to chalenging Dr. Spiro’s qudifications, plaintiffs chalenged Dr. Spiro’'s
persona knowledge of the AV G gppraisa of SSE stock and the admissibility of the report
basad on the small number of hours billed by Dr. Spiro rdldive to hisassgants. It iswell-
settled that an expert may render an opinion on hypothetical questions and may testify not
only from facts or data percaived by him but dso from what is made known during or
before ahearing. Teen-Ed, Inc. v. Kimball Intern., Inc, 620 F.2d 399 (3 Cir. 1980). In
other words, an expert’ s testimony need not be based on persona knowledge. Libas, Ltd. v.
United States, 193 F.3d 1361 (Fed. Cir. 1999); See also Estate Of Carey by Carey v. Hy-
Temp Mfg., Inc., 929 F.2d 1229, reh’ g denied (7" Cir. 1991). In any event, on direct
examination, Dr. Spiro testified that he supervised “dl of the [firm's] work,” directed the
gaff in conducting vauation research, and was familiar with the conclusion and
methodologies of the AVG report. (Tr. at 262.) The Court found that both experts were
aufficiently involved in the production of their respective reports and knowledgegbl e about
its methods and conclusions to provide relevant and reliable testimony.®

Although the experts disagreed on the specific pricing multiples and discounts taken
for lack of marketability, they did not differ on the use of generally accepted
methodologies for gppraising the value of closaly-held stock.  Indeed, theincome and
market approaches utilized by both experts have been considered reliable methods for
business andyssfor many years. Grossv. Comm'r, 78 T.C.M. (CCH) 201 (1999).
Because these va uation methods have enjoyed generd acceptance within the valuation
community, these gpproaches satisfy the Daubert and Kumho Tire standard for admissible

3 The government did not challenge Dr. Pratt’s expert qualifications at trial. Dr. Pratt founded
Willamette Management Associates in 1969. He holds a doctorate in business administration with a major
in finance, is afellow of the American Society of Appraisers and a master, certified business appraiser.
(Tr. at 22-24.) Dr. Pratt has taught classes for the American Society of Appraisers, as well as for the
American Ingtitute of Certified Public Accountants. He has published eight books and over 100 articles,
including a well-known treatise on business valuation. In addition, Dr. Pratt testified that he has
conducted approximately 3,500 appraisals in twenty-two years. (Tr. at 35.)
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expert testimony. Based on Dr. Spiro’s academic and professond credentials, and in
accordance with the criteriafor expert testimony set forth in Daubert and Kumho Tire, the
Court admitted the AV G report into evidence and certified Dr. Spiro as an expert for the
purpose of testifying about the value of SSE stock.

Valuation M ethodology

Both experts utilized the Market Approach and the Income Approach to determine
the value of SSE stock.* Plaintiffs expert also utilized the Transaction Method, another
method incorporated in the Market Approach.®  For the reasons discussed below, the Court
found the indications of vaue derived by the government’ s expert using the market and
income approaches more credible than the values derived by plaintiff’s expert.

Market Approach

The market approach is based on the assumption that the most an investor will spend
for an assat isthe price other investors are paying for the same or asmilar asset. Centrd
to the capitd market method is a comparison of the subject company to smilar companies
which are publicly traded, referred to as “guideline companies.”® Consigtent with the
methodology, both experts derived market pricing multiples’ from guideline companies

4 Plaintiffs and defendant’s experts chose not to utilize a third broad approach known as the
Asset-based Approach. Under the asset-based approach, the value of a businessis equal to the cost that
would be incurred in acquiring a group of assets of similar utility. (Def.’s Ex. 1003, at 26.) Dr. Spiro did
not find this method useful for the valuation of stock because it fails to capture any intangible value
resulting from having assets assembled in the manner that they arein SSE. Dr. Pratt did not utilize this
method because the subject minority interest did not have the ability to liquidate SSE’s underlying assets
and thus the experts did not have access to the value of such assets. (J. Ex. 508, at 60.)

® The transaction method bases pricing multiples on transaction prices instead of trading prices.
Therefore, an adjustment for a minority interest, or lack of control, must be made. “A minority interest
discount reflects the minority shareholder’s inability to compel either the payment of dividends or
liquidation in order redlize a pro rata share of a corporation’s net earnings or net asset value.” Estate of
Branson v. Comm'r, 78 T.C.M. (CCH) 78 (1999). Both expert witnesses testified that the transaction
method serves as a “check” on the capital market method, but is not by itself critical to the analysis.
(Tr. at 102, 337.)

® Both experts testified that publicly traded guideline companies are never identical to the subject
company. (Tr. at 39, 237.)

" “Market multiples’ are multiples of some type of capital as priced in the public market or as

priced in a private transaction relative to some underlying company fundamental, such as book value,
earnings or cash flow. (Tr. at 60.)
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financid fundamenta's and quoted trading prices, and then gpplied these market pricing
multiples to SSE’ s financid fundamentalsin order to arrive a indications of vaue.

Both experts relied upon essentidly the same guideline companiesin arriving at
their respective market pricing multiples® Both experts agreed that as of December 31,
1992, SSE was more profitable than the average guideline company. They aso agreed that
compared to the average guideline company, SSE’ s financid leverage was lower, it was
more liquid, and it had experienced more growth, primarily through acquisitions. (Tr. &
167-68, 240, 283.)

Dr. Spiro, the government’ s expert, noted that SSE's lower leve of financid
leverage and its higher liquidity ratio® indicated alower leve of risk than the guiddine
companies. Recognizing that SSE lacked a nationally recognized brand name, in caculating
the Market Vaue of Invested Capitd (MVIC)/Sdes multiple, Dr. Spiro chose amultiple
close to the mean because SSE was more profitable and experienced higher growth rates
than the guideline companies. (Tr. at 327.) The remaining multiples were sdlected near
elther the mean or median because of higher earnings, but aso took into account that SSE
was, on average, smaler in sze and lacked a nationd brand name. Dr. Spiro gave the

8 Both experts included in their group of guideline companies Campbell Soup Company, Curtice-
Burns Foods, Inc., Dean Foods Company, Dreyer’s Grand Ice Cream, Inc., International Multifoods
Corporation, Pet Inc., and Rykoff-Sexton, Inc.

% The liquidity ratio (current assets divided by current liabilities) is one indicator of a firm's ability
to meet its short-term obligations.
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greatest weight to the MVIC/EBIT and MVIC/EBITDA in ariving a an average multiple
because, he purported, they most closely measure cash flow.'° (Tr. at 328-30.)

Dr. Pratt did not give great weight to the Price/Earnings and Price/Cash Flow
multiples because, he purported, debt-free indicators are more reliable than the equity-
based market pricing multiples due to their adjustment for the difference in capita
structure between SSE and the guiddline companies. (Tr. at 80-82.) Unlike Dr. Spiro, Dr.
Pratt calculated the market pricing multiples based on two historica periods, the last
twelve month period and an average of thelast five fiscd years. In cdculating the
MVIC/EBIT and MVIC/EBDIT multiples, Dr. Pratt reported that SSE’s latest twelve month
EBIT and EBDIT growth were above average in comparison to the guiddine companies.
(Tr. at 61.) Dr. Pratt dso noted that SSE’s capita structure consisted of less debt than the
guiddine companies and that SSE’ s net sdes were above the guiddine companies average.
(Tr. at 167.) Moreover, Dr. Prait’s comparison of SSE with the guideline companies
reveded that SSE’s earnings and cash flow growth were both above average.

After caculating market pricing multiples based upon guideline company quoted
trading prices and financia data, both experts adjusted for risk factors that affect the
company asawhole!* The primary difference between the two experts’ pricing multiples

10 Defendant’ s expert witness, Dr. Spiro, selected the following pricing multiples: (Def.’s Ex.
1003, at 39.)

Pricing Multiple Selected Comparison to
Multiple Guideline Companies
Market Vaue of Invested Capital-to-Sales (MVIC/ Saes) 0.90 0.98 (mean)
MVIC-to-Earnings Before Interest and Taxes (MVIC/ 11.00 11.92 (mean)
EBIT)
MV IC-to-Earnings Before Interest, Taxes, Depreciation 8.0 8.46 (median)

and Amortization (MVIC/ EBITDA)
Price-to-Earnings Before Taxes (P/ EBT) 11.0 11.21 (median)

Price-to-Book Vaue of Equity (P/ Book) 3.5 3.28 (median)

11 Risk factors that affect the value of the company as a whole are referred to as “enterprise
risks.” Risk factors that specifically affect whether an average buyer would invest in the company and at
what price are referred to as “shareholder risks,” and affect the calculation of the discount for lack of

marketability. (Tr. at 83-84.)
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for vauing SSE common stock isthat Dr. Pratt took afar more pessmistic view of the
company as aresult of certain risk factors.>  The 1992 Willamette Report, submitted by
plantiffs, identified the following risks to the company: (1) reliance on ahome delivery
“route system;” (2) thin management ranks, (3) reliance on akey management figure,
Marvin Schwan; (4) the risk of food contamination; (5) the competitors greater human
resources, (6) SSE'sinability to invest in anationd advertisng campaign, based on its lack
of anationdly recognizable brand name and the demographics of its customer base;

(7) less diversity in product offerings than the guideline companies, and (8) the rlatively
small sze of SSE's Board of Directors. Based on these perceived risk factors, Dr. Pratt
selected pricing multiples for SSE that were generdly near the bottom, if not below the
range™ for the guiddine company multiples, despite his determination that SSE had much

12 The following comparison between Dr. Spiro’s and Dr. Pratt’s pricing multiples, derived from
the two expert reports, reveals a greater deviation from the guideline company median by Dr. Pratt :

Pricing Multiples Defendant’ s Expert: Paintiffs Expert:
Difference between median and Difference between median and
selected multiple selected multiple
MVIC/Sdes + 5% - 20%
MVIC/EBIT - 12% - 45%
MVIC/EBDIT - 10% - 36%
MVIC/TBVIC N/A - 5%
P/Book Vaue + 7% N/A
PEBT - 2% N/A
PIE N/A - 27%
P/Cash Flow - 13%

13 Dr. Prait sdlected pricing multiples below the range of the guideline companiesin three
ingtances. Oneingtance wasfor the latest 12-month multiples because Dr. Prait believed that the
multiples for the guiddine companies in the middle of the range reflected a rebound from poor
performance earlier in 1992. Therefore, Dr. Prait testified that he believed that the multiplesin the
middle of the range for the guideline companies were too high. (Tr. a 199-200.) In generd, Dr. Pratt
chose below range pricing multiples because of the perceived enterprise and shareholder risk factors.
(Tr. at 200-201.)
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more pogitive financid fundamentas than the guideline companies and were above the
average for every pricing multiple* (J. Ex. 508, at 26; Tr. at 49-51.)

The Court is not persuaded that Dr. Pratt’s assessment of the risksto SSE as of
December 1992 should result in the sdlection of SSE multipliers at the low end of the
range of the guideline companies or, in some instances, below therange. Firs, defendant’s
expert, Dr. Spiro, recognized some of the same risks to the company: thin upper
management, the rdaively smdl size of the company compared to the guiddine
companies, and the lack of a nationdly recognizable brand name. Second, dthough the
nature of the company contains some inherent risks, these same factors possess positive
attributes. For example, although SSE' s rdliance upon the route system to supply both
homeowners and wholesalers with its products poses the risk that a change in the behavior
of its clients could have dire bus ness consequences, the barriers to entry are sufficiently
high to limit direct competition in much of SSE's market, particularly rurd aress, and
customer loydty ishigh. (Tr. a 106.) Dr. Pratt recognized that while SSE' s home
delivery system possessed some drawbacks, it dso had some countervailing benefits. For
example, he acknowledged that establishing a home ddivery system would be costly and a

risky business proposition for competitors, thereby minimizing the risk of competition to
SSE's home ddlivery system, which was firmly established. (Tr. at 107).

Paintiff’s expert, Dr. Pratt, selected the following market pricing multiples:

Pricing Multiple Sdected Multiple | Comparison to Sdlected Multiple Comparison to
(previous 12 Guideline Cos. (5-yr. average) Guideline Cos.
months)

MVIC/EBIT 7.5 9.5 (low) 9.75 9.1 (low)
MVIC/EBDIT 5.6 7.0 (low) 7.1 6.5 (low)
MVIC/Net Saes 0.86 0.95 (median) 1.05 1.05 (median)
MVIC/TBVIC 2.48 2.84 (mean) 2.48 2.84 (mean)

(Tangible Book (latest quarter)
Value of Invested
Capitd)
Price/ Earnings 135 14.0 (low) 14.3 10.9 (low)
Price/ Cash Flow 7.9 9.5 (median) 9.4 10.1 (median)
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Moreover, plaintiffs did not demondtrate that the risk of food contamination faced
by SSE in 1992 was greater or any different than that faced by the guideline companies.
The exigence of subgtantid product liability and life insurance policies immunized SSE to
a certain extent from these two risk factors. Furthermore, dthough Marvin Schwan was
undoubtedly a key management figure, naither his deeth the following year nor his
retirement was expected as of the 1992 vauation date. Accordingly, the court finds that the
key management figure and food contamination risk factors are overdated, asfar asthe
December 1992 vauation is concerned.

Therisk factors must be consdered in the context of the financial fundamentals of
SSE, in particular, and the outlook of the frozen food industry in generd. Dr. Pratt testified
that ice cream sales were projected to grow faster than overal food sdles®® (Tr. at 104.)
He noted that between 1987 and 1992, SSE did not lose any mgor companies. (Tr. at 105.)
In addition, Dr. Pratt noted that half of SSE’s sdles came from its home ddlivery system, a
system which created the highest profit margin for SSE and whose customer-base was very
loyd. (Tr.at 106.) Dr. Prait agreed that SSE' sliabilitiesin 1992 were lower than the
guideline companies, as was its interest-bearing debt. SSE dso had a higher gross profit
margin than the guideline companies, higher asset utilization, and was more liquid than the
guiddine companies. (Tr. a 167-68.) Dr. Pratt, moreover, testified that the guideline
companies had a“bad year” in 1992, as compared to SSE which had a“good year.” (Tr. a
135.) Dr. Spiro further testified, based on corporate financid statements, that in the five
year period up to and including 1992, SSE had doubled its sdles and profitability, and had
very low debt. (Tr. at 236-37.) Dr. Spiro dso emphasized the strength of SSE lower and
middle management, in addition to acknowledging the thinness of the top level
management. (Tr. at 283.)

Findly, while Dr. Pratt’ s gppraisal processincluded interviewing the management of
SSE and conducting an ingpection of itsfacilitiesin Marshdl, Minnesota, and Dr. Spiro’'s
admittedly did not, the Court is not persuaded that this methodologicd differenceis as
sgnificant as plaintiffs sugges, at least with respect to the identification of enterprise level
risksin 1992. Dr. Pratt’ sinterview with SSE management on site in Marshal, Minnesota
occurred after the death of Marvin Schwan, which poses the risk of “20/20 hindsight” with
respect to the weight given to the risk factor of management succession and the company’s
reliance on akey figure. To the extent that the interviews reveded characteristics of the
company not accessible through other sources, the Court finds thet thisinformation is
more relevant to the assessment of shareholder risks rather than enterprise risks, and

15 Specificdly, Dr. Pratt testified that for the time period after 1992, ice cream sdes were
anticipated to increase over 5 percent and in 1994, the largest single sector of the frozen food market
for SSE wasice cream. (Tr. at 104.)
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therefore, impacts the discount for lack of marketability to a greater extent than the vaue
of shares on afredly traded basis under various methods.

In sum, athough the risk factors identified by both experts are not insgnificant, the
totaity of the circumstances and economic indicators consdered by the Court in evaluating
the credibility of the two appraisds weigh in favor of Dr. Spiro’s pricing multiples, which
more closaly conform to the guideline company medians, for purposes of cdculating the
vaue of aminority share of SSE common stock as of the 1992 vauation date.

I ncome Approach

The income approach incorporates a number of vauation methods. The fundamental
premise underlying these methods is that the value of an asset is afunction of the income
that will be generated by that asset over its expected life. Both expertsrelied on the
discounted cash flow method of estimating an asset’ s future economic earnings stream and
the application of an appropriate risk-adjusted present value discount rate.1®

Discounted Cash Flow Analysis

The discounted cash flow method estimates the vaue of a company or shares of
stock by forecasting the company’ s expected future cash flows and determining the present
vaue of those cash flows by utilizing arisk adjusted present value discount ratel’  The per
share vdueistha of avoting minority interest in the subject company if it were publicly
traded. Consequently, as with the value obtained through the Capitd Markets Method, an
additiona discount for lack of marketability and for lack of voting rights, where applicable,
must be taken from the fredly traded value. Where the asset is a going concern with alife
expectancy assumed into perpetuity, atermind vaue (dso caled a“reverson vaue’) is
caculated to reflect the income stream after the terminal date. In this case, both experts

16 The income capitalization method is used to estimate the fair market vaue of income-
producing property by considering the present value of the future siream of income to be produced by
that property. Estate of Bennett v. Comm'r, 58 T.C.M. (CCH) 1056, aff'd, 935 F.2d 1285 (4" Cir.
1991). Neither expert utilized the dividend capitalization method because with one limited exception
SSE had never paid dividends, nor was there any suggestion that dividends would ever be paid in the
future. (Tr. a 45.) Consequently, the experts agreed that the dividend capitalization method is not a
useful method of vauing SSE stock.

1 The discount rate reflects the level of risk and expected growth associated with the subject
investment.
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projected the income stream of SSE for five years after the valuation date, caculating an
amount for the termind vaue.

Under this method, Dr. Spiro calculated a discount rate of 15.93 percent to arrive a
avdue of $1,583 million and a price per minority share of SSE common stock, had the
company been publicly traded, of $41.07. Dr. Pratt used a discount rate of 16.5 percent,
taking into account a 7.4 percent risk premium with an additiond 3 percent for the same
risk factors used in caculaing the market pricing multiples for the Capitd Markets
Method andysis, to arrive a avaue of $1,280 million.

For the reasons discussed above with respect to the selection of market pricing
multiples, the Court finds that the risks attributed by Dr. Pratt to SSE are overdtated in
comparison with Dr. Spiro’s andysis of the enterprise risks facing SSE. Some of the risks
that Dr. Pratt attributed to SSE stock, such as the company’ s reliance on Marvin Schwan and
its risk from food contamination, were prospective rather than current risks or were
common throughout the industry, rather than specific to SSE. Therefore, the Court accepts
Dr. Spiro’ s discount rate of 15.93 percent as the more reliable rate for valuing SSE
common stock under the discounted cash flow method. Applying this methodology results
in the price per share of $41.07 before the application of discounts for lack of
marketability and voting rights.

Applying the market approach, defendant’s expert arrived at an initid value of
$1,998.25 million for SSE with a $51.82 price per minority share. (Def.’s Ex. 1003, at
36.) Theincome approach produced an overdl vaue of $1.583 hillion and a per share vdue
of $41.07. (Def.’sEx. 1003, at 40.) Believing that the income gpproach captures the
financia and operationd attributes unique to SSE more accurately than the market
approach, Dr. Spiro weighted the income approach at 70 percent and the market approach at
30 percent. (Tr. at 255.) Dr. Spiro arrived at an unadjusted value of $44.29 per share for
minority nonvoting SSE stock. (Def.’s Ex. 1003, at 48.)

Plantiffs expert arrived at an initid value based on the market approach of $1,385
million, but did not provide an estimate for the per share vaue of SSE common stock. (J.
Ex. 508 a& 61.) Based on the income approach, plaintiff’s expert produced an overal vaue
of $1,280 million. Although Dr. Prait testified that “discounting cash flow [under the
income gpproach] is the most desirable method” because it is “the theoretically most
correct method” (Tr. & 77), he gave agpproximately equa weight to the primary vaue
indications derived from the market gpproach and income approach. Dr. Pratt assigned a50
percent weight to the income approach, a 10 percent weight to the transaction gpproach, and
a40 to 45 percent weight to the market approach, resulting in an overal vaue of
approximately $1,340 million, or $34.80 per share, for SSE's common equity before
consdering discounts. (J. Ex. 508, a 61.) For the reasons discussed above, the Court
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adopts the government expert’ s indication of value based on the two mgor approaches,
$44.29, as the more reliable indication of value on afredy traded bass. Both experts then
applied discounts for lack of marketability and for lack of voting rightsto the fregly traded
vaue. For the reasons discussed below, the Court finds plaintiffs’ expert’s andysis of the
discount for lack of marketability more credible, but adjusted the recommended discount
for 1992 downward by five percent.

Discounts for Lack of Marketability and Voting Rights

“A lack of marketability discount reflects the fact that there is no ready market for
sharesin aclosay-held corporation.” Estate of Branson v. Comm'r, 78 T.C.M. (CCH) 78
(1999). Asthe Willamette Report notes, “the universe of redidticaly potentia buyers for
most dosaly held minority securitiesis an infinitesmaly smal fraction of the universe of
potentia buyers for publicly traded securities.” Dr. Pratt described the discount rate as
“the market’ srequired rate of return for investing in stock of a company of this nature.”

(Tr. at 40.)
The discount is taken from the actud or estimated price a which the minority shares could
be sold if registered and fredly traded on the public market.

Both experts rdied on two sources of empiricd datafor aid in quantifying the
discount for lack of marketability: (1) discounts on sales of restricted shares of publicly
traded companies, and (2) discounts on private transactions prior to initia public offerings
(IPO's). Based on these studies, and an examination of the percelved risks facing a
potential investor in SSE stock, Dr. Pratt concluded that a 45 percent discount for lack of
marketability was appropriate, and Dr. Spiro concluded that a 30 percent discount was
judtified.

Dr. Prait’s expert reports contain afar more detailed andysis of the empirica
sudies of trading prices of restricted shares and pre-initia public offering transactions
than the AV G Report. The eight independent studies of restricted stock transactions
reviewed in the Willamette Reports reported average discounts ranging from 25 to 45
percent. According to Dr. Pratt, the two most important factors in determining the size of
the discount were the amount of dividends paid (more dividends are associated with alower
discount for lack of marketability) and the perceived holding period (the longer the holding
period the greater the discount for lack of marketability). (Tr. a 71-72.) The second mgor
line of gudies, involving pre-1PO transactions, observed discounts averaging approximately
45 to 47 percent.® (Tr. a 74.) Unlikethe AVG Report, the Willamette Report considered

18 The studies of pre-1PO transactions cited include amajor study conducted by Willamette
Management Associates. (J. Ex. 508, at 81.)
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the pre-1PO studies more relevant for the purpose of determining the appropriate discount
for lack of marketability. According to Dr. Pratt, the discounts observed in restricted stock
studies reflect the existence of a public market for the stock once the temporary

redrictions lgpse. For avariety of reasons, including an increasing number of transactions
under Rule 144(a), which relaxes some of the restrictions, thus making the restricted
securities more marketable, purchasers of restricted stock “ generally expect to be able to
resel| the stock in the public market in the foreseedble future.” (J. Ex. 508, a 78.) Pre-

IPO discounts, on the other hand, are based on purely private transactions before a company
enters the public market, a Stuation more comparable to closaly held companies such as
SSE. (Tr.at 205.) A totd discount that “is only dightly above the averages of the
discounts observed in the pre-1PO transactions’ is gppropriate, according to Dr. Pratt,
because SSE stock, unlike the stock observed in the pre-IPO studies, had no prospect of an
initid public offering (Tr. a 74, 205.)

The AVG Report’ s discussion of lack of marketability discounts relies on asmdler
number of studies of restricted stock and pre-1PO transaction prices. The restricted stock
dudies cited in the AVG Report revealed discounts ranging from 10 to 90 percent, with an
average discount of at least 35 percent (Def.’s Ex. 1003, at 62-63.), while the pre-1PO
study cited reported mean and median discounts of 45 percent. The AVG Report concluded
that the discount rate observed by the mgjor pre-1PO study cited may be overstated because
it reflects factors not reflected in insder transaction prices. For example, “acompany’s
vaue may increase sgnificantly leading up to the stock offering, due to the greater growth
prospects typically associated with access to public capitd as wdl asthe prevailing market
demand for public offerings.” (Def.’s Ex. 1603, & 63.) This argument supports a higher
discount for marketability for SSE stock than that observed in the pre-IPO study for the
reason articulated by Dr. Pratt with respect to restricted stock studies. Thereisno public
market for SSE stock, and the company does not contemplate entering the public market in
the future.

Chief among the factors weighing in favor of ahigher than average discount rate, in
Dr. Pratt’ s view, are shareholder risks in the form of restrictive stock transfer provisions,
and the provisions of Marvin Schwan's estate plan. The company by-laws contain a
redrictive sock transfer provison in the form of aninety day right-of-first-refusal, which
Dr. Pratt viewed as a deterrent to investment and Dr. Spiro dismissed asa“red herring”
because he believed it would not impede long-term investment. (Tr. a 318.)

Two redtrictions triggered by the implementation of Marvin Schwan's estate plan
would, according to Dr. Pratt, have afar greater impact on investment in SSE. Firg, the 3G
Trust would severely impinge upon SSE stock liquidity because the 3G Trust held the
controlling share of SSE voting stock for three generations, amounting to amost 200 years
in perpetuity. Second, Marvin Schwan's etate plan required the implementation of an
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agreement between the company and the Foundation whereby the Foundation received
5,076 shares of voting common stock and 25,910,000 shares of non-voting common stock
owned by the Marvin Schwan Revocable Trust. SSE was then required to redeem the stock
from the Foundation. The redemption agreement, once triggered by Marvin Schwan’s death
and the implementation of his estate plan, would increase the company’ s indebtedness by
approximately $369 million, thereby rendering the company highly leveraged and hindering
its ability to grow through acquisitions. Dr. Prait opined that the ninety day right of first
refusal and the 200-year holding period imposed by the 3G Trust would make SSE stock
unattractive to investors (Tr. at 49, 87).

Basad on his discussons with SSE management, Dr. Pratt identified additiona
shareholder risks affecting the discount for lack of marketability.'® First and foremost,
with one exception, SSE had never paid dividends to shareholders and had no intention of
paying dividends in the foreseesble future, thereby closing off one means of obtaining a
return on an investment. Membersof management communicated to Pratt that SSE would
remain a closdy-held company and had no intention of either pursuing a third party sde or
public offering, in accordance with the express wishes of Marvin Schwan. Dr. Prait's
interviews further reveded that the shareholders did not have easy access to company
information because SSE management did not reedily provide an annud report to the
shareholders. Based on these factors, Dr. Pratt’s determined that there was no real market
for SSE’'s stock.

Dr. Spiro dso identified specific factors influencing the applicable liquidity
discount, which reflects the inability to convert the fair market value of an investment to its
cash equivaent vaue® According to the AVG Report, the factors suggesting a liquidity
discount at the low end of the applicable range included SSE’ s high profitability and strong
sdes and earnings growth and the company’ s competitive postion and favorable economic
outlook. Recognizing that highly competitive nature of the food industry, the AVG Report
nevertheless consdered SSE' s unique ditribution system an advantage, and believed that
SSE was well-positioned as an established leading supplier of prepared foods for future
growth. (Def.’s Ex. 1003, at 54.)

19 The Willamette report identifies the following additional factors affecting marketability: the
existence of put rights; the universe of potential buyers; the size of the company; the size of the subject
block; offering or sale of company; the degree of information access and reliability; and the existence of
restrictive transfer provisions. (J. Ex. 508, at 84-87.)

20 The AVG Report uses the terms “liquidity discount” and discount for “lack of marketability”
interchangeably.
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Baanced againgt these advantages, the AV G Report identified three mgor factors
that would make investment in SSE rdatively undtractive to an investor, and thus increase
the applicable liquidity discount: 1] the lack of dividend payment history, 2] SSE'srelative
lack of management depth and dependence on Marvin Schwan, and 3] the company’ s right of
firgt refusal with regard to the purchase of SSE shares. Unlike Dr. Pratt, who found the
restrictive stock transfer provision avery sgnificant deterrent to an investor, Dr. Spiro
concluded that the 90 day right of first refusal period should “only cause aminor increase
in the gpplicable liquidity discount” because “a potentid investor would consider an equity
interest in SSE to be along-term investment.”?* (Def.’s Ex. 1003, at 55.)

Dr. Spiro atached minimd if any sgnificance to the redemption agreement on the
ground that it was not in effect as of December 31, 1992.
Instead of viewing the 3G trust asamgor deterrent to investment, Dr. Spiro hypothesized
that shareholders of SSE stock would not tolerate the tying up of a controlling mgority of
voting shares for three generations. Dr. Spiro opined thet later generations are often “no
longer interested in the company,” but are “interested in recelving the rewards;,” therefore,
the trustees of the 3G trust would “have an obligation to serve thar interests’ that may
force Schwan to either “merge with another company or go public” to create liquid assets
for the 3G beneficiaries. (Tr. a 331.) Consequently, Dr. Spiro concluded that the 3G Trust
was not arelevant factor affecting SSE's marketability.

The Court finds Dr. Pratt’s analysis of the appropriate discount for lack of
marketability more persuasive than that of the government’ s expert. First, Dr. Spiro's
speculation about the pressure to go public created by the 3G trust may not be considered
under the objective standard applicable to vauation of closdly held stock. The court is
precluded from congdering imaginary scenarios as to “who a purchaser might be, how long
the purchaser would be willing to wait without any return on his investment, and what
combinations the purchaser might be able to effect with [] children or grandchildren and
what improvements in management of a highly successful company an outsider purchaser
might suggest.” Estate of Smplot v. Comm'r 249 F.3d 1191, 1195 (9" Cir. 2001). Dr.
Spiro’simaginary scenario, however plausible, may not be consdered in valuing what a
hypothetica willing buyer and willing sdller would pay for closdy held stock. Second, the
factorsidentified in the AVG Report that weigh againgt ahigh liquidity discount relating to
company performance and competitiveness were dready taken into account in determining
the appropriate pricing multiples under the market approach. Thus, the re-emphasis of
these factorsin the liquidity discount analysis may result in overstatement. Findly, the
Court finds Dr. Prett's andyss of the relevant empirica studies and shareholder risks more
persuasive than the AV G report’ s rather truncated andysis. In particular, the Court is

210n cross examinati on, Dr. Spiro attributed the greater significance accorded the restrictive transfer
provision at issue in the Smplot case to its longer duration (one year versus 90 days.) (Tr. at 318.)
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persuaded that the Marvin Schwan estate plan provisions would deter investment to a
greater extent than Dr. Spiro suggests.

However, rather than accepting Dr. Pratt’s estimate of 45 percent, the Court holds
that a 40 percent discount for lack of marketability is warranted for the December 31, 1992
vauation date. The Court agrees that the company’ s dividend payment history, restrictive
gock transfer provision, the 3G trust and the redemption agreement congtitute significant
deterrents to investment because of the restraints they impose on short or long term
returns. However, in 1992 the estate plan provisons, athough in place, had neither been
triggered nor anticipated in the immediate future. 1n other words, they were prospective
concerns rather than actua concerns as of the 1992 vauation date. 1t is well-established
that “ vauation of the stock must be made as of the relevant dates without regard to events
occurring subsequent to the crucid dates.” Bader v. United States, 172 F. Supp. 833, 840
(S.D. lll. 1959); accord Hermes Consol ., Inc. v. United States, 14 Cl. Ct. 398, 415, n. 28
(1988), Fehrsv. United States, 223 Ct. Cl. 488, 620 F.2d 255, 264 n. 6 (1980), Central
Trust Co. v. United Sates, 158 Ct. Cl. 504, 305 F.2d 393, 403 (1962).% In 1992, the
magor shareholder risks identified in the Willamette Report, and in Dr. Pratt’ s testimony,
were in place, but had not yet been triggered by Marvin Schwan's degth. The difference
between potential versus actual deterrents to investment supports a5 percent disparity
between the appropriate discount for lack of marketability in 1992 (40 percent) and in
1994 (45 percent).

Discount for Lack of Voting Rights

The Court accepts the shared view of the expertsthat a5 percent discount for lack
of voting rightsisjudtified. A prospective buyer usudly will pay a premium for shares with
voting power or seek a discount for nonvoting shares. Wallace v. United States, 566 F.
Supp. 904, 917 (D. Mass. 1981) (voting shares gppraised at a5 percent premium over
nonvoting shares). SSE's capital structure reflects a great disparity between the number of
voting and nonvoting shares (7,610 voting to 38,550,000) issued by the company. Where

22 Plaintiff’ s reliance on SSE's actua financia results for 1993 and 1994 to cast doulbt on
defendant’ s gppraisal must be smilarly rgected. Although the Federd Circuit in Knapf v. United
Sates, 977 F.2d 1454, 1459 (Fed. Cir. 1992), held that post-valuation date transactions may provide
a“parameter or give rise to an inference of the earlier value,” and should not be absolutely barred from
consderation, consideration of post-vauation financia results here would be improper. Asthe
government points out, “if such atechnique were accepted, there would be little need to resort to the
courtsin vauation cases. The mere passage of time, together with the accumulation of pogt-vauation
date data, would convert the vauation process form an inexact science to an exact science.” Estate of
Gillet v. Commissioner, 50 T.C.M. (CCH) 636, 645 (1985).
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there is a skewed distribution between the two classes of stock, the voting sharesare at a
premium. Based on their review of empirica studies, and other relevant literature, which
observed lack of voting rights discounts ranging from 4 to 5.44 percent (in Dr. Spiro’'s
report) and from 3 to 10 percent (in Dr. Pratt’ s report), both experts applied a5 percent
discount, which the Court adopts as well-founded.

1994 INCOME TAX

Paintiffs argue that 26 U.S.C. 8§ 7491(a)(1) places the burden of proof for
plaintiff’s 1994 income tax refund claim on the government rather than the taxpayer. Asa
generd rule, the burden of proof is on the taxpayer in tax refund cases. Welch v.
Helvering, 290 U.S. 111, 115 (1933). However, pursuant to 26 U.S.C. § 7491(a)(1),
enacted in 1988, if the “taxpayer introduces credible evidence with respect to any factud
issue relevant to ascertaining the liability of the taxpayer,” the burden of proof shiftsto the
government. By itsterms, Section 7491 gppliesto court proceedings arisng in connection
with examinations commenced after July 22, 1998. Internal Revenue Service
Restructuring and Reform Act of 1998 (RRA 1998), Pub. L. 105-206, sec. 3001(c)(2),
112 Stat. 727 (codified as amended at 26 U.S.C. § 7491). The government does not contest
that plaintiffsS examination commenced after July 22, 1998, but clamsthat plaintiffs faled
to present credible evidence of the vaue claimed, and therefore, the burden of proof is not
shifted to the government.?® Plaintiffs argue that the 1994 Willamette Report and
testimony of Dr. Pratt condtitute credible evidence that the value of SSE common stock
was $19.77 as of December 31, 1994, and that the government failed to carry its burden of
proof because it presented no evidence & tria of the 1994 value. Rather, the government
relied soldly on the value reported by the plaintiffs when they filed their 1994 gift tax
return, which was $12.51 per share. (J. Ex. 516.)

23 «Credible evidence” is defined by RRA 1998's legidative history as the “quality of evidence
which, after critical analysis, the court would find sufficient upon which to base a decision on the issue if
no contrary evidence were submitted (without regard to the judicial presumption of IRS correctness).”
H.R. Conf. Rep. No. 105-599, at 240-41 (1998), 1998-3 C.B. 747, at 994-95.
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Setting aside the issue of whether the Act’s precondiitions have been met?*, the Court
finds that plaintiff prevails on theissue of the value of SSE stock as of December 1994
under both the origind rule and 26 U.S.C. § 7491(a)(1). The government declined to
present any independent evidence to support its assessment. Moreover, the government
provided no explanation for the discrepancy between itsreliance at tria on the $12.51 per
share value, and the IRS s determination in 1998 the plaintiffs were entitled to an abatement
based on the 1994 value of $19.77 reported on the plaintiff’s amended joint tax return.

Although the Court may choose not to accept the second Willamette gppraisa even
if it isuncontradicted, see Hearst Corp. v. United Sates, 28 Fed. Cl. 202, 216 (1993),
vacated, 36 F.3d 1116 (Fed. Cir. 1994), the Court finds the methodologica approaches
and conclusions of the 1994 report persuasive. The report congtitutes both credible
evidence under 26 U.S.C § 7491(a)(1), and, together with Dr. Pratt’ stestimony at trid,
aufficient evidence to satisfy plaintiffs burden of proof under the pre-existing generd rule
of Welch v. Helvering and Helvering v. Taylor, 293 U.S. 507, 514 (1935) (plaintiffs bear
the burden of showing the invdidity of the IRS s determination of deficiency and
edtablishing the bagis for judgment in the plaintiffs favor by establishing the correct
amount of assessment or of deduction claimed).

The 1994 Willamette Report identifies severd additiona risk factors inherent in an
investment in SSE. These factors included (1) Company President and chairman Marvin
Schwan'’s unexpected death on May 9, 1993; (2) a substantia increase in the company’s
leverage as areault of the Redemption triggered by Marvin Schwan's estate plan; (3) an
October 1994 sdmondlla contamination, and resulting product recal and plant closure, as
well as a class action suit involving affected customers, and (4) serious shareholder
concerns about the appropriateness of the Redemption Agreement. In other words, the
potentia or projected events identified by plaintiffsin 1992, aswell as additiond risks, had
actualy occurred by 1994. The redemption agreement created approximately $884 million
in interest-bearing debt, which dramaticaly reduced the overdl vaue of the company to

24 Under the Act, four conditions must be met before the burden of proof shifts to the IRS: (1)
the taxpayer must comply with the requirements of the Code and applicable regulations promulgated
thereunder to substantiate any item; (2) the taxpayer must maintain records; (3) the taxpayer must comply
with reasonable requests made by the Secretary for meetings, interviews, witnesses, information, and
documents, and must first exhaust all administrative remedies; (4) taxpayers other than individuals or
estates must meet the net worth requirements for awarding attorneys fees. 26 U.S.C. § 7491(a)(2). In
coming to a determination whether these conditions have been met, “[t]he taxpayer has the burden of
proving that it meets each of these conditions, because they are necessary prerequisites to establishing
that the burden of proof is on the Secretary.” H.R. Conf. Rep. No. 105-599, at 240-41 (1998), 1998-3
C.B. 747, at 994-95. Although it seems likely that these preconditions have been satisfied, neither of the
parties specifically address the issue.
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gpproximately $500 million as reflected in Pratt’s 1994 report. Although the long-term
effects of the saimonella outbreak were unknown in 1994, the contamination required
sgnificant short-term upheavas, including a 30 day plant closure and an immediate ice
creamrecal. The Court finds that these post-1992 events account for the reduction in the
overal vaue of SSE after the 1992 vauation date, based on the gpplication of pricing
multiples below the average for guideline companies, and judtify the full discount for lack

of marketability (45%) gpplied by plaintiffs expert.

CONCLUSION

For the reasons discussed above, the Court accepts the government’ s 1992
indication of value on afredy-traded basis based on the income and capital market
vauation methods. However, the Court rgjects Dr. Spiro’ s discount rate of 35 percent and
finds that, for 1992, the appropriate combined discount rate is 45 percent, which represents
adight downward adjustment of Dr. Pratt’s recommended 50 percent discount rate. Based
on the gpplication of a45 percent discount rate (40% for lack of marketability and 5% for
lack of voting rights) to Dr. Spiro’s unadjusted value of $44.29 per sharefor SSE's
nonvoting minority stock, the Court holds that the value of SSE minority nonvoting stock as
of December 31, 1992 was $24.36 per share.

Severd of the enterprise level and shareholder risksidentified by Dr. Pratt and the
Willamette Report for the 1992 vauation date had become economic and management
redlities by the 1994 vauation date. The government has not presented any religble
evidence to refute the vaue established by plaintiffs. The Court therefore adopts the
plaintiffs expert gppraisal of the value of SSE minority stock for the December 31, 1994
vauation date. Specificaly, the Court applies a 45% discount for lack of marketability and
a 5% discount for lack of voting rights to the unadjusted vaue per share of $39.54. The
Court finds that the value of SSE stock as of December 31, 1994 was $19.77 per share.

Accordingly,

(1) Counsd shdl confer and reach agreement on the tax liability amount to be
assesad againg plaintiffs based on the Court’ s finding that the value of the SSE minority
stock as of December 31, 1992 is $24.36 per share;

(2) Counsd shdl confer and reach agreement on the tax refund amount to be
entered based on the Court’ s finding that the value of the SSE minority stock as of
December 31, 1994 is $19.77 per share;

(3) Counsd will present their joint caculaions to the Court within 30 days so that
judgment may be entered,
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IT ISSO ORDERED.

SARAH L. WILSON
Judge
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